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Practice Alert
ABOUT THE DETECTION AND PREVENTION OF FRAUD TASK FORCE
n response to recommendations advanced by the

expose themselves to litigation by initiating or continuing

Public Oversight Board in its March 1993 special

I

relationships with higher risk audit clients, not because

report, “In the Public Interest—Issues Confronting

of poor audit performance. Accordingly, the task force

the Accounting Profession," and by the AICPA Board of

developed information on client acceptance and continu

Directors in its June 1993 report, “Meeting the Financial

ance procedures to help firms manage risk. Although

Reporting Needs of the Future: A Public Commitment

firm management has ultimate responsibility for accept

from the Public Accounting Profession,” the SEC

ing and retaining clients, it is prudent for all engagement

Practice Section Executive Committee established a

personnel to be aware of the risk factors that could warrant

Detection and Prevention of Fraud Task Force. The

a re-evaluation of the client-auditor relationship in the

task force’s charge is to develop information to assist

event they are encountered during planning or throughout

auditors in the detection of financial fraud and in the

performance of the audit.

management of overall engagement risk.

Among its initial determinations, the task force had
concluded that in many instances accounting firms

The SECPS Executive Committee and its Detection
and Prevention of Fraud Task Force hope you find the
following information beneficial.

ACCEPTANCE AND CONTINUANCE OF AUDIT CLIENTS
NOTICE TO READERS
This practice alert is intended to provide auditors with information that may help them improve the efficiency and effectiveness of their
audits. This document has been prepared by the SEC Practice Section Detection and Prevention of Fraud Task Force. It has not been
approved, disapproved or otherwise acted upon by any committee of the AICPA.

Introduction

The existing quality control standards promulgated

discussion of specific policies and procedures is intended

by the AICPA (applicable to auditing and account

to be thought-provoking and useful to a firm in assessing

ing and review services) provide that “policies

the particular client acceptance and continuance policies

and procedures should be established for deciding
whether to accept or continue a client in order to minimize

and procedures it may choose to employ in its practice.

Throughout the process, from initial consideration

the likelihood of association with a client whose manage

about accepting or continuing a client to issuance of an

ment lacks integrity.” The specific policies and procedures

audit report, auditors are faced with risk. This risk can

established and the nature and extent to which they may

be thought of as having three components:

be documented may vary significantly from firm to firm.

■ The entity's business risk—The risk that the entity will

The following discussion highlights matters that a

firm may wish to consider in connection with establish

not survive or will not be profitable.

■ The auditor's business risk—The risk to the auditor from

ing policies and procedures for client acceptance and

association with the client, consisting of the risk of

continuance. The extent to which a firm may choose to

potential litigation costs and the related effect on the

employ any of the following is, with the exception of cer

auditor’s reputation and the risk of other costs

tain procedures required by generally accepted auditing

(not related to litigation) such as the effects on fee

standards, largely a matter of professional judgment. The

realization.
CONTINUED ON PAGE 2

Acceptance and Continuance of Audit Clients
2. Inquire as to the general reputation of high ranking

■ The auditor's audit risk—The risk that the auditor may

unknowingly fail to appropriately modify his or her opinion

employees and influential directors and shareholders, as

on financial statements that are materially misstated.

well as the entity itself. Carefully consider any matters
that may negatively reflect on management’s integrity,

The auditor’s business risk may be controlled in part

through policies and procedures established for deciding

ability and attitude. Such inquiries may be directed to the

whether to accept or continue a client. Selectivity in accept

prospective client’s bankers, legal counsel, underwriters,

ing and retaining clients represents a prudent business deci

and others in the business community. Background
checks obtained by investigative firms may also be useful.

sion on the part of auditors—not a conclusive judgment as to

3. Consider management’s response to observations about or

the integrity or lack thereof of client management.

suggestions for improvements in internal controls made

Unfortunately, it may be very difficult to identify when
a potential or existing client may present a significant risk

by the predecessor auditor and/or the internal auditor.

to the CPA firm because of heightened risk of fraudulent

4. Consider the composition and autonomy of the Board

financial reporting or unwarranted litigation stemming from

of Directors and the Audit Committee, including the

the entity’s business risk. The establishment of a periodic

number of independent outside directors.

5. Communicate with the predecessor auditor in accordance

evaluation of all of the relevant risk factors may serve to
heighten professional skepticism and focus attention on the

with the provisions of Statement on Auditing Standards

client association decision.

(SAS) No. 7 [AU315]. Inquiries should be directed to the

integrity of management and the reasons for the change
Client Acceptance

in auditor. The following situations should be carefully

A statement of general firm philosophy is an appropriate

considered in assessing whether to accept a client:

accompaniment to specific client acceptance policies and

■ There has been a disagreement with the previous

procedures. The firm may, for example, want to state that

auditor over accounting principles or practices; finan

clients accepted by the firm should be engaged in legitimate

cial statement disclosures; auditing scope; or the Form

pursuits and should not present undue business risks to the

8-K discloses a reportable event as defined in

firm, including damage to the firm’s reputation. For example,

Securities and Exchange Commission Regulation S-K.

the firm may not wish to be associated with a prospective

■ The previous auditor resigned or declined to stand for

client that presents an unusually high risk of being involved

re-election or there is no clear reason for the cessation

in litigation or other disputes, even in situations where it

of the client relationship.
■ Access to the predecessor auditor’s working papers

appears that the quality and propriety of the auditor’s

has been denied.

services can clearly be demonstrated to third parties.

■ Other CPA firms have declined to serve the prospec

A client acceptance assessment should consider the integrity

of the persons who act in management capacities at the client.

tive client.

Consequently, satisfactory responses to inquiries regarding

■ There appears to be evidence of “opinion shopping.”

the integrity of management should be a principal objective

6. Read the Form 8-K (or other filing, if applicable) report

of client acceptance procedures. Inquiries about individuals

ing the termination of the predecessor auditor, including

may be supplemented by background checks and review of

the predecessor auditor’s response to Form 8-K, to

information published in the press or business journals.

identify disagreements, reportable events and other
matters that require discussion with the predecessor

The following procedures are ones a firm may consider

auditor, legal counsel or management.

performing in connection with a client acceptance assessment:

7. Consider whether any financial interests or relationships

1. Obtain an understanding of the client’s business and opera

tions. Consideration should be given to reading available

exist that would impair the appearance of the firm’s

financial information regarding the prospective client such

independence from the client and preclude its expression

as annual reports, registration statements, Forms 10-K,

of an opinion on the entity’s financial statements. The

other reports to regulatory agencies, and income tax returns.

firm should consider Rule 101 of the AICPA Code of

2

Acceptance and Continuance of Audit Clients

Professional Ethics. For clients that are public

Client continuance evaluations are most effectively

companies, the firm should also consider the

completed before entering into an engagement, signing

requirements of the SEC.

an engagement letter, or beginning significant work on an

8. Consider whether the services to be provided are

engagement. Although the client continuance evaluation

compatible with the CPA firm’s policies and whether

program may be conducted annually, auditors should also

qualified personnel are available, including those

be cognizant throughout the audit that circumstances may

having appropriate industry expertise, and will be able

be encountered that would suggest consideration of

to assist in providing the necessary services.

whether the client relationship should be terminated.

9. Consider any potential conflicts of interest that could
result from the acceptance of a client.

Engagement Risk Factors

In assessing whether to accept or continue a client relation

10. Consider the willingness and ability of the prospective

ship, the firm should consider and address matters related

client to pay an acceptable fee.

11. Consider the significance of specific risk factors iden

to (1) the entity’s business risk, (2) the auditor’s business

tified as a result of the above procedures. (Examples

risk, and (3) the auditor’s audit risk. Certain matters or fac

of risk factors are included below.)

tors may be more significant than others. Many of the indi
vidual factors listed below may be present in entities that

Client Continuance

do not present increased engagement risk and that are not

Because of rapid changes in the business environment,

candidates for auditor rejection or resignation. However, a

active consideration of whether to continue to serve a

combination of the factors has been present in a number of

client may help to reduce the auditor’s business risk. The

the client business failures of the past. Decisions regarding

same matters considered when the client was accepted

client acceptance and continuation require the exercise of

may be reconsidered in light of the cumulative experience

professional skepticism and judgment. In order to assist

with the client in order to highlight issues such as manage

auditors in making the difficult client acceptance and

ment integrity, changes in management behavior, deterio

continuance decisions, some CPA firms have assigned

rating financial condition, or rapidly changing operational

various weights to the factors the CPA firm believes are

conditions. Such an evaluation also may focus the CPA firm

more critical to the auditor’s business risk. A weighted

on changes in engagement risk and may provide an oppor

“scoring” system can be used to assist the auditor and the

tunity to consider methods, short of cessation of the client

CPA firm in evaluating the auditor’s business risk. Other

relationship, to reduce audit risk to acceptable levels.

CPA firms have developed a more extensive list of factors.
The following list is not intended to be all inclusive.

Firms may find that an annual client continuance eval

Circumstances that may lead to a higher assessment

uation program provides an effective framework for active
consideration of client continuance. The annual client contin

of engagement risk include:

uance evaluation program may be conducted by having each

1. Entity’s Business Risk

engagement team perform an evaluation considering the

■ Management:

relevant factors in light of their cumulative experience

- Engages in activities indicative of a lack of integrity.

with and knowledge of the client. It also may be helpful

- Is prone to engage in speculative ventures or accept

unusually high business risks.

to have an independent review of the engagement team’s

- Displays a poor attitude toward compliance with

evaluation performed by an independent firm committee,

outside regulatory or legislative obligations.

a partner not associated with the engagement or the man
aging partner. Such an approach allows a CPA firm to evalu

- Engages in complex transactions or innovative deals that

ate the cumulative risk posed by the sum of its clients. In

make the determination of the effects on the financial

addition, an independent review team or reviewer may bring

statements difficult to assess or highly subjective.

a broader base of experience and perspective to the evaluation

- Lacks a proven track record.

and adds an element of consistency across the CPA firm.

- Is evasive, uncooperative or abusive to the audit team.

3
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Acceptance and Continuance of Audit Clients
■ The Entity:

3. Auditor's Audit Risk

- Has products that are new and unproven.

The auditor should follow SAS No. 47, Audit Risk and

- Depends on a limited number of customers or suppliers.

Materiality in Conductingan Audit, which provides guid

- Is experiencing a deteriorating financial condition or

ance on the auditor's consideration of audit risk when

liquidity crisis.

- Is subject to uncertainties that raise substantial doubt
about its ability to continue as a going concern.

- Operates in countries where business practices are
questionable.

planning and performing an audit of financial state
ments. Examples of factors that may increase audit

risk include:
-Operations that are dominated by a single individual.
- Undue emphasis on achieving earnings per share;

- Has an inadequate capital base or is highly leveraged.

maintaining the market price of the company’s stock;

- Is experiencing difficulty in meeting restrictive debt

or meeting earnings projections.

covenants.
- Generates negative cash flows from operations but

reports operating profits.
- Has publicly traded debt outstanding that is below

investment grade.

- Is a low tier firm in an emerging or maturing industry
where weak competitors are exiting the market.
- Is subject to unpredictable changes in price and avail

ability of product inputs that cause significant variance
in profitability.

- Is vulnerable to rapidly changing technology.
- Is investing cash from short-term borrowings in
long-term assets.

■ The Industry:

- Is undergoing rapid change.
- Is subject to high competition, market saturation,
product obsolescence, or declining demand.
- Has high operating leverage demonstrated by high

fixed costs and low variable costs.

- Is highly cyclical or counter cyclical.
- Has a low entry barrier.
- Is facing regulations that will adversely impact profitability

throughout the industry.

2. Auditor’s Business Risk

-Unreliable processes for making accounting esti

mates or questionable estimates by executives.
- Unrealistic budget levels that encourage unrealistic-

objectives.

-A high volume of significant year-end transactions.

-Compensation based to a significant degree on
reported earnings.
-An unnecessarily complex corporate structure.

-Prior-year financial statements that were restated
for correction of an error or irregularity.
-Attempts by management to reduce the scope

of the audit.
-Substantial litigation involving the entity’s

business practices.

-Material weaknesses or other reportable conditions
in the internal control structure.

- Significant and unusually complex related party
transactions.

-Affiliates that are unaudited or audited by others.
-Management espouses aggressive accounting

principles.

-Understaffed accounting department or inexperi

enced personnel.

-Financial reports not prepared on a timely basis.

-The entity is prone to a high number of lawsuits or
controversies.

-There are frequent changes in the entity’s auditors.
-The entity plans to engage in an initial public offering

or use the financial statements to engage in a debt or
equity offering.

-The financial statements will be used in connection
with an acquisition or disposal of a business or segment.

Comments or questions on this alert should be directed to the AICPA Division for CPA Firms at 1-800-CPA-FIRM.

